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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS

(Note.—The fact that these
countancy should not lead the

solutions appear in The Journal of Ac
reader to assume that they are the official
solutions of the board of examiners. They represent merely the opinion of
the editor of the Students' Department.)

Examination

in

Accounting Theory

and

Practice—Part II

May 17, 1929, 1 P. M. to 6 P. M.
The candidate must answer all the following questions:

No. 1 (35 points):
On behalf of the First National Bank, you have been instructed to make an
examination relative to the balance-sheet and statements of income and ex
pense submitted by the X Jobbing Company. It appears that the bank is
suspicious of the inventory valuation as shown on the balance-sheet of April
30, 1929.
As set forth in the statements presented, the inventory value of April 30,
1929, has been computed by the gross-profit method to avoid the taking of a
complete physical inventory at that date. There is even some question as to
the authenticity of the inventory value of December 31, 1928, as reflected in
the income-and-expense statement, but there is no doubt as to the accuracy
of the previous inventory, inasmuch as that was taken under your personal
supervision at the time of your audit for the year ended December 31, 1927.
At the outset of this examination, you decide to make several test checks
with respect to the figures of 1928 since no audit was made subsequent to
December 31, 1927. You observe that the rate of gross profit reflected by
the income-and-expense statement submitted for the year 1928 is unusually
large as compared with the 1927 audit report and, by reference to the com
modity cost records maintained by the sales department for purposes of ar
ranging commissions to salesmen, you observe that there has been a uniform
mark-up on the goods purchased of approximately 25 per cent. on cost during
each month of 1928 and up to April 30, 1929, and that in the recorded cost
figures the invoice prices have been adjusted by freight paid and discount on
purchases.
After a complete examination of the physical inventory sheets, warehouse
stock records, etc., you disclose the fraudulent overstatement of the physical
inventory of December 31, 1928, the actual inventory value at that date
being $276,202.
An analysis of the freight account for the year 1928, reveals the following:

Freight on purchases.............................................
Freight outward....................................................

$19,106
3,017

In verifying purchases, you find invoices entered in the purchase record
during January, 1929, which are dated December, 1928, and the receiving
tickets show that the merchandise was received during 1928 to the extent of
$3,062. In discussing this matter with the warehouse foreman, you ascertain
that this merchandise was included in the actual physical inventory taken.
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After satisfying yourself that no other irregularities exist, you are to prepare
corrected statements as follows:
Income-and-expense statement for the year ended December 31, 1928.
Inventory computation as at April 30, 1929.
Income-and-expense statement for the four months ended April 30, 1929.
Reconciliation of surplus as shown on corrected balance-sheet and original
balance-sheet—April 30, 1929.

X Jobbing Company
Balance-sheet, April 30, 1929
Assets

Current:
Cash in bank and on hand......................
Accounts receivable.................................
Less: allowance for doubtful accounts

$110,873
15,000

$ 21,679
95,873

Merchandise inventory (computed).........

369,539

$487,091

Permanent:
Equipment................................................
Less: allowance for depreciation.........

$ 23,916
7,422

16,494

2,302
100,000

Deferred.......................................................
Goodwill.......................................................

$605,887
Liabilities and capital

Current:
Notes payable—bank..............................
Accounts payable.....................................
Accruals....................................................
Reserve for federal income tax, 1929—
estimated...........................................
Capital stock:
Preferred outstanding..........................
Common outstanding..............................
Surplus:
Balance—January 1, 1929........ $75,902
Profit for period to April 30,1929.............

$225,000
53,093
4,918
2,637

$285,648

$100,000
125,000

19,337

95,239

320,239

$605,887

Inventory computation, April 30, 1929
Inventory—December 31, 1928..................
Add:
$227,183
Purchases..............................................
6,213
Freight on purchases...............................

$318,198
233,396

$551,594

Deduct:
Cost of goods sold (computed):
Sales................................................... $260,128
Less: discounts and allowances........
4,792
----------Less: gross profit (28.70%)..............
Cost of goods sold (as computed)...............
Inventory—April 30, 1929 (as computed)
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$255,336
73,281

182,055
$369,539

Students' Department
Income and expense for the year ended December 31, 1928
Sales
$762,107
Less: discountsand allowances.................
12,792

Net sales...............................................
Cost of goods sold:
Inventory—January 1, 1928................
Purchases..................................................
Less: discount on purchases.................

$749,315
$690,122
6,129

$168,472

683,993
$852,465
318,198

Inventory—December 31, 1928..............

534,267

Total cost of goods sold...................
Gross profit (28.70%)..................................
Selling and administrative expenses:
Officers’ salaries....................................
Salesmen’s commissions...........................
Freight—inward and outward...............................
Bad debts written off...............................
Depreciation—equipment........................
Other expenses (summarized)................................

Operating profit....................................
Other income:
Interest earned.....................................
Profit on sale of capital assets.................

$215,048
$ 30,000
44,129

9,492
2,392

22,123
50,629158,765

$ 56,283

$

223
619

Other deductions:
Interest paid.........................................

842
$ 57,125

Provision for federal income tax (12%).. . .

10,630
$ 46,495
5,579

Net profit to surplus........................

$ 40,916

Income and expense for the four months ended April 30, 1929
Net sales (see schedule)...............................
$255,336
Cost of goods sold (see schedule)................
182,055

$ 73,281

Gross profit..................................................
Selling and administrative expenses:
Officers’ salaries........................................
Salesmen’s commissions...........................
Freight outward.......................................
Bad debts written off...............................
Depreciation—equipment........................
Other expenses (summarized)..................

Operating profit................................
Other income:
Interest earned.....................................
Cash discount on purchases.....................

$ 10,000
13,791
4,978
3,623
793
17,360

50,545
$ 22,736

$

103
3,297

3,400

$ 26,136
Other deductions:
Interest paid.........................................
Provision for federal income tax (estimated)
Net profit to surplus........................
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4,162
$ 21,974
2,637
$ 19,337
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Solution:
X Jobbing Company
Statement of income and expense for the year ended December 31, 1928
Sales..............................................................
$762,107
Less: discounts and allowances...............
12,792
Net sales............................................
Cost of goods sold:
Inventory, January 1, 1928.................
Purchases..................................................
Less: discount on purchases.....................

$749,315
$168,472
$693,184
6,129

Net purchases................................... $687,055
19,106
706,161
Freight on purchases................................

Total..................................................
Inventory, December 31, 1928................

$874,633
276,202

Total cost of goods sold...................

598,431

Gross profit (20.136+%)............................
Selling and administrative expenses:
Officers’ salaries........................................
Salesmen’s commissions...........................
Freight outward.......................................
Bad debts written off...............................
Depreciation—equipment........................
Other expenses (summarized)..................

$150,884

Operating profit...........................................
Other income:
Interest earned.....................................
Profit on sales of capital assets...............

$ 30,000
44,129
3,017
9,492
2,392
50,629

139,659
$ 11,225

$

223
619

842

Total profit and income..............................
Other deductions:
Interest paid.............................................

$ 12,067

Net profit to surplus....................................

$ 1,437

10,630

X Jobbing Company
Computation of inventory as at April 30, 1929
Inventory, January 1, 1929.........................
Add:
Purchases.................................................. $224,121
Less: discounts on purchases....................
3,297 $220,824
Freight on purchases................................

Total..................................................
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6,213

$276,202

227,037

$503,239

Students' Department
Deduct:
Cost of goods sold—
Sales......................................................
Less: discounts and allowances............

$260,128
4,792

Less: gross profits (20.136+%)............

255,336

51,415

Cost of goods sold.............................

203,921

Inventory, April 30, 1929............................

$299,318

X Jobbing Company
Statement of income and expense for the four months ended April 30, 1929
Net sales........................................................
Cost of goods sold........................................

$255,336
203,921

Gross profit...................................................
Selling and administrative expenses:
Officers’ salaries....................................
Salesmen’s commissions..........................
Freight outward.......................................
Bad debts written off...............................
Depreciation—equipment........................
Other expenses (summarized)..................

$ 51,415
$ 10,000
13,791
4,978
3,623
793
17,360

50,545

Operating profit...........................................
Other income:
Interest earned.....................................

$

Total profit and income..............................
Other deductions:
Interest paid.........................................

$

Net loss to surplus.......................................

$ 3,189

870
103
973

4,162

X Jobbing Company
Reconciliation of surplus

Balance per books. .
Balance as adjusted

Profits
four
months
Balance ended Balance
January
April
April
1, 1929 30, 1929 30, 1929
$75,902 $19,337 $95,239
36,423
3,189* 33,234

Difference to be accounted for

$39,479* $22,526* $62,005*

*Red.
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Which consists of:
Purchases not entered in 1928....................
Error in inventory of December 31, 1928. .
Add: back-taxes..........................................
Error in estimating inventory of April 30,
1929.......................................................

$ 3,062* $ 3,062
41,996* 41,996
5,579
2,637

70,221*

$ 8,216

70,221*

$39,479* $22,526* $62,005*
* Red.

X Jobbing Company

Corrected balance-sheet, April 30, 1929
Assets
Current assets:
Cash in bank and on hand............................
Accounts receivable.......................................
Less: allowance for doubtful accounts..........

$21,679
$110,873
15,000

95,873
299,318 $416,870

Merchandise inventory (computed).............

Overpayment—federal income taxes, 1928.. . .
Equipment.........................................................
Less: allowance for depreciation...................

5,579

$23,916
7,422

Deferred charges................................................
Goodwill.............................................................

16,494
2,302
100,000

$541,245
Liabilities and net worth
Current liabilities:
Notes payable—bank..................................
Accounts payable.........................................
Accruals........................................................
Net worth:
Capital stock outstanding:
Preferred...................................................
Common...................................................

$225,000
53,093
4,918 $283,011

$100,000
125,000 $225,000

Surplus—
Balance at January 1, 1929, as adjusted. $ 36,423
Loss for the period, January 1, 1929, to
April 30, 1929.......................................
3,189

33,234

258,234

$541,245
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No. 2 (15 points):
The balance-sheet of Broad and Wall, a partnership, as at December 31,
1927, was as follows:
Assets
Cash.....................................................................
$ 10,000
Accounts receivable.............................................
90,000
Inventory.............................................................
60,000
Fixed assets..........................................................
50,000

$210,000
Liabilities
Notes payable...................................................... $ 20,000
Accounts payable......................................................
30,000
Capital:
Broad............................................................
100,000
Wall.......................................................................
60,000
$210,000

Profits were shared in the following proportions: Broad, three-fifths; Wall,
two-fifths.
On payment of $75,000, Roe was admitted to partnership with a one-fifth
interest in the capital and profits of the new firm of Broad, Wall and Roe,
whose total capital on Roe’s admission, December 31, 1927, was agreed upon
as $250,000.
The profit for the half year ended June 30, 1928, amounted to $40,000.
During the half year, the partners’ withdrawals were: Broad, $14,000; Wall,
$10,000, and Roe, $6,000.
Prepare (a) the journal entries recording the transactions on Roe’s admission
to partnership and (b) statements of the individual partners’ accounts at June
30, 1928, after crediting the respective proportions of profit.
Solution:
Journal entries to record the transactions on Roe’s admission to partnership:

(1)
Goodwill...................................................................................
$15,000
Broad—capital account........................................................
$9,000
Wall—capital account..........................................................
6,000
To record the goodwill of the firm of Broad and Wall ac
cording to the agreement entered into before the admission
of Roe.
(2)
Cash.......................................................................................... $75,000
Broad—capital account........................................................
$15,000
Wall—capital account..........................................................
10,000
Roe—capital account...........................................................
50,000
To record the admission of Roe and his contribution of
cash. The excess of the cash payment over the credit to
Roe’s capital account is distributed to the old partners
(Broad and Wall) in their profit-and-loss ratio.
The problem states that Roe “was admitted to partnership with a one-fifth
interest in the capital and profits of the new firm of Broad, Wall and Roe.”
No mention is made as to the distribution of the remaining four-fifths of the
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profits, and it is necessary, therefore, to divide the remainder equally between
Broad and Wall. The profit-sharing ratio of the old partnership does not
apply.

Broad, Wall and Roe
Statement of partners’ capital accounts for the six months ended June 30, 1928
Broad

Balances (old partnership), December
31, 1927...........................................
Goodwill..............................................
Contribution of Roe...........................

Adjusted balances, January 1, 1928. .
Profit for six months ended June 30,
1928.............................................
Broad 2/5....................................
Wall 2/5....................................
Roe 1/5....................................

Drawings........

Wall

Roe

Together

$100,000 $60,000
$160,000
9,000
6,000
15,000
15,000 10,000 $50,000
75,000
$124,000 $76,000 $50,000 $250,000

40,000

16,000

16,000
8,000

$140,000 $92,000 $58,000 $290,000
Total........................................
14,000 10,000
6,000
30,000
................................

Balances, June 30, 1928.....................

$126,000 $82,000 $52,000 $260,000

No. 3 (20 points):
A testator leaves $1,000,000 invested in securities yielding five per cent.
per annum and other property, specifically bequeathed, valued at $500,000.
Preferred pecuniary legacies to be paid by the executors amount to $50,000.
Provision is made for four annuities of $500 each for five years, two annuities
of $1,000 each for five years and two annuities of $1,000 each for ten years, and
the executors are to receive five per cent. of all bequests distributed by them.
Federal and state estate taxes on the whole estate, and state inheritance taxes
on preferred legacies to be distributed by the executors and those on all an
nuities amount to $60,000.
At the end of two years, during which interest received on securities aggre
gated $96,000 and legal, accounting, clerical expenses, etc., amounted to
$20,000, the executors transferred the balance of the estate to trustees who
were entitled to receive $10,000 per annum as salaries and three per cent.
commission on all bequests distributed by them. They received, further,
$2,000 per annum for expenses.
The terms of the will instructed the trustees to continue the trust until
twelve years after the testator’s death, or five years longer if necessary, to pay
a special legacy of $100,000 (inheritance tax to be paid by legatee) five years
after the testator’s death and finally to distribute certain deferred legacies
aggregating $1,000,000, pay a seven per cent. inheritance tax thereon and hand
the balance to the residuary legatee who would pay his own inheritance tax.
With the purpose of ascertaining whether or not the terms of the will, as
specified, are workable, you are required to prepare statements showing (a)
the amount paid to the trustees by the executors and (b) the amount paid to
the residuary legatee by the trustees with the date of such payment, i. e., the
number of years after testator's death.
Assume that funds can be invested to yield five per cent. per annum and use
simple interest only in each step of your computations.
No distinction need be made between principal and income in either ex
ecutors’ or trustees’ accounts.
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Solution:

Executors of Estate of-------Charge and discharge statement from----- to------ (two year period)
We charge ourselves with:
Assets per inventory:
Securities.......................................................................
$1,000,000.00
Other property..................................................................
500,000.00
Interest received on securities.............................................
96,000.00
$1,596,000.00

We credit ourselves with:
Federal and state taxes on the whole estate, and state in
heritance taxes on preferred legacies, and on annuities
Legal, accounting, clerical expenses, etc..............................
Property (specifically bequeathed)......................................
Preferred pecuniary legacies................................................
Annuities paid......................................................................
Executors’ fees......................................................................
Balance turned over to trustees..........................................

$

60,000.00
20,000.00
500,000.00
50,000.00
12,000.00
28,100.00
925,900.00

$1,596,000.00

Computation of executors’ fees
Annuities paid:
Four at $500.00 each................................. $ 2,000.00
Two at $1,000.00 each...................................
2,000.00
Two at $1,000.00 each...................................
2,000.00
Total paid each year for two years . ..

$

6,000.00

Amount of annuities paid during the two
years (2 X $6,000.00)............................. $ 12,000.00
Property specifically bequeathed......................
500,000.00
Preferred pecuniary legacies.............................
50,000.00
Total.......................................................
Executors’ fees—5% of $562,000.00.................

$562,000.00

$

28,100.00

Trustees of Estate of-------Charge and discharge statement from----- to------

We charge ourselves with:
Balance received from trustees........................................
$ 925,900.00
Interest received (see schedule II)......................................
498,304.20
$1,424,204.20
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$28,000.00

Totals ......................................................................................

II

$1,100,000.00

1,000,000.00

$100,000.00

legacies

$33,840.00

30,000.00

60.00
60.00
60.00
60.00
60.00

Commissions
on bequests
$ 180.00
180.00
3,180.00

Year after testator’s death

Total ........................................................................

10th ............................................................................
11th .............................................................................
12th .............................................................................

9 th .............................................................................

3rd .............................................................................
4th .............................................................................
5th .............................................................................
6th .............................................................................
7th .............................................................................
8th .............................................................................

at 5%
per annum
$ 46,295.00

47,700.75
49,176.79
45,576.63
47,152.46
48,807.08
50,544.44
52,368.66
54,284.09
56,398.30

of year
$ 925,900.00

954,015.00
983,535.75
911,532.54
943,049.17
976,141.63
1,010,888.71
1,047,373.15
1,085,681.81
1,127,965.90

$498,304.20

Interest

Balance

at beginning

1,001,715.75
1,032,712.54
957,109.17
990,201.63
1,024,948.71
1,061,433.15
1,099,741.81
1,139,965.90
1,184,364.20

$ 972,195.00

Total before
disbursements

$90,000.00

2,000.00
70,000.00

2,000.00
2,000.00
2,000.00
2,000.00
2,000.00
2,000.00
2,000.00
2,000.00

$1,351,840.00

Balance
at end
of year
$ 954,015.00
983,535.75
911,532.54
943,049.17
976,141.63
1,010,888.71
1,047,373.15
1,085,681.81
1,127,965.90
72,364.20

$1,351,840.00

1,112,000.00

Total
18,180.00
18,180.00
121,180.00
14,060.00
14,060.00
14,060.00
14,060.00
14,060.00
12,000.00
$

expense
$ 2,000.00

Trustees’

Disbursements
$ 18,180.00
18,180.00
121,180.00
14,060.00
14,060.00
14,060.00
14,060.00
14,060.00
12,000.00
1,112,000.00

$100,000.00

10,000.00

$ 10,000.00
10,000.00
10,000.00
10,000.00
10,000.00
10,000.00
10,000.00
10,000.00
10,000.00

Trustees’
salaries

Statement showing interest credits, disbursements and balances in hands of trustees

Schedule

Annuities
$ 6,000.00
6,000.00
6,000.00
2,000.00
2,000.00
2,000.00
2,000.00
2,000.00

Year after testator’s death
3rd ............................................................................................
4 th ............................................................................................
5 th ............................................................................................
6 th ............................................................................................
7th ............................................................................................
8 th .............................................................................................
9th ............................................................................................
10th ............................................................................................
11th ............................................................................................
12th .............................................................................................
Deferred legacies...............................................................................
7% inheritance tax thereon .............................................................

and deferred

Special

Statement showing disbursements of trustees
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We credit ourselves with:
Annuities paid (schedule I).................................................
Special legacy.......................................................................
Deferred legacies..................................................................
Inheritance tax on deferred legacies....................................
Trustees’ commissions (schedule I).....................................
Trustees’ salaries (schedule I).............................................
Trustees’ expenses (schedule I)...........................................
Balance to residuary legatee (schedule II).........................

$

28,000.00
100,000.00
1,000,000.00
70,000.00
33,840.00
100,000.00
20,000.00
72,364.20

$1,424,204.20
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